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INDUSTRY AND THE NEW TAX BILL 


The Ways and Means Committee of in House “has” 


now begun consideration of the 1942-43 Revenue Bill. 
This measure will, of course, sharply increase tax rates 
upon both individuals and corporations. The strong 
probability, however, that America must plan for a 
war which will last until 1945 or after raises important 
questions of tax policy, particularly as they affect in- 
dustry, which are of deep concern to members of both 
the House and Senate Committees. 


In an effort to obtain the views of businessmen as to 
the possible economic consequences likely to follow 
should various tax proposals before the Committee be 
adopted, Representative Frank Carlson, of Kansas, sent 
out questionnaires to a large number of manufacturing 
corporations. A digest of the more than 2,500 replies 
received is being prepared and will be put before the 
Ways and Means Committee for its guidance. 


QUESTION 1. How would your business be affected 

if the Treasury proposal was carried 
out to eliminate average earnings choice in computing 
excess profits taxes, leaving as the yardstick only the 
capital investment method of computation? 


REPLY The elimination of the average earnings choice 
would not particularly affect the taxes paid by this com- 
pany. However, it should be pointed out that to compute 
excess profits taxes solely on the basis of capital investment 
would seriously penalize small businesses. The elimination 
of the average earnings choice would result in an unfair 
discrimination between corporations since, for many com- 
panies, earning power can never be judged solely on the 
basis of capital investment. Such a tax policy would not 
only be shortsighted but would be likely to impede, if not 
stop entirely, the development of new business enterprises. 
Small companies must assume risks which cannot be offset 
by a nominal rate of return on capital. 

It should be pointed out that large companies with 
established profitable lines can develop new products even 
though returns in the development stage are small or non- 


Because of the importance of the questions asked by 
Representative Carlson and: their bearing upon the 
future financial needs and policies of industry, the TAX 
REVIEW is presenting herewith a typical reply made to 
this questionnaire by a fairly good-sized corporation 
which represents a cross-section of manufacturing in- 
dustry. Not only will the views expressed be of interest 
to every businessman, but the proposal for a broad basic 
revision of the present income taxes levied upon corp- 
orations is of such significance at this time as to deserve 
the most careful scrutiny and discussion. The opinions 
of other businessmen as to the tax revisions suggested 
will not only be welcomed by the TAX REVIEW but 
will be brought to the attention of the House Ways and 
Means Committee in supplementing replies to the 
Carlson questionnaire. 


existent. They can afford, particularly while taxation rates 
are high, to plan for the future. But the new or small 
corporation enjoys no such advantage. It is being forced 
to expend its capital during the preliminary or experimental 
period. The average experimental period, from the idea 
stage through preliminary research, market investigation, 
pilot plant tests, and the building of sufficient product 
volume to justify the installation of proper commercial 
plant equipment, takes ordinarily about seven years. Under 
present conditions no one can look ahead, much less plan, 
for any such length of time as seven years. 

Thus, the adoption of any rule of computing excess 
profits taxes solely on the basis of capital investment is 
likely to deal a serious if not a death blow to the American 
system of free enterprise in which competition for markets 
and between products is such an important factor. 


QUESTION 2. What are the mean limits for the over- 
all “take” in percentage of profits 

without entirely discouraging and disrupting your 

business? 

REPLY In discussing this question, again a distinction 
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must be made between going businesses and new businesses. 
For a going business a maximum rate is a far more critical 
factor than the over-all rate. A company that has been es- 
tablished for a long period acquires momentum which 
would carry it forward for a long time without serious in- 
terruption even from adverse new factors such as the war 
itself provides. In a grave emergency like the present, man- 
agement, stockholders, and investors realize that the first 
consideration is victory, even if the military effort necessary 
to win takes all profits or cuts deeply into accumulated 
wealth. While that kind of sacrifice is accepted, it cannot 
be the true gauge for peacetime policy. 

In more normal times a very high maximum rate of 
taxation or a very high over-all rate of tax have equally 
serious adverse effects. They discourage any expansion of 
the business or the making of new or better products. It 
is no longer economical to spend money for new machinery 
and equipment with which to reduce costs and thus laxity 
is encouraged in the control of expenses. 

The over-all rate of tax is likely to be deceptive. What is 
important to note is the rate or percentage of tax which is 
applied to the /ast dollar of profits earned. Here is an ex- 
ample. In a certain company a couple of years ago cost 
reduction engineers worked out a plan which, if put in 
effect, would have reduced costs, thus offsetting higher 
wages paid to labor and at the same time permitting both 
a lower price to the consumer and an additional profit 
to the stockholder. To realize these advantages, however, 
called for an expenditure of $100,000 which, it was esti- 
mated, could be amortized in a three-year period. This 
provided a very strong incentive for making the expendi- 
ture. Today, however, with the maximum excess profits tax 
rates in effect, ten or twelve years would be required to 
obtain the return of this same capital expenditure. With 
the uncertainties that now prevail both for the intermediate 
and long term futures, it becomes virtually impossible for 
management to approve such capital expenditures. The 
practical result of what has become a restrictive rate of tax- 
ation is the virtual suspension throughout industry of costs 
reduction programs. 

With conditions such as these obtaining in a going 
business, it is easy to see how much more hazardous this 
kind of tax hurdle becomes when applied to new businesses. 
There is no incentive for any investor to put up funds for 
improving the efficiency of business when, as is the case 
in 1942, taxes will take not less than 80 per cent of what- 
ever savings may be effected from the reduction of operat- 
ing costs. 

Another pertinent example might be cited. During the 
ten years of the depression one medium-sized company 
spent not only its entire depreciation and depletion account 
in developing new and improved methods of manufacture 
upon new products, in new plant and equipment, etc., but 
it also plowed back into the business several additional 
millions of new capital. This expansion program, spread 
over a period of years, not only doubled the number of 





workers on the rolls of the company, but it similarly 
made possible the expansion of products to more than 
double the number of items which had been produced a 
decade earlier. 

Now consider, in contrast, the situation that prevailed 
under the Revenue Act of 1941. The same company spent 
in capital funds only the sum which had accrued on its 
books for depreciation, depletion, and obsolescence, 
divided approximately as follows: 

12 per cent for the replacement of machinery ; 

12 per cent for cost reduction; 

48 per cent for the expansion of facilities to meet war 

orders ; 

28 percent for equipment and plant required for war 

production. 
In other words, the company is now holding down all 
capital expenditures to the very minimum, seeking only 
to replace the equipment that is absolutely necessary to 
keep going. Indeed, many companies have now reached 
the point where it is uneconomic for them to spend even 
their depreciation and obsolescence charge-offs. 

Now, it may be said that this failure of industry to 
keep abreast of technological progress is, in effect, creating 
a demand for capital goods which will be useful in the 
post-war period when it will be particularly helpful in 
bridging over the return to peacetime operations. That 
is only true, however, if tax rates are then reduced to a 
more equitable level to provide an incentive that is now 
lacking. Should an extensive public works spending pro- 
gram be embarked upon, and present tax rates be con- 
tinued to provide the funds for such outlays, the result 
is likely to be exactly the reverse of what the government 
planners expect. Private enterprise will be unable to take 
up the slack in unemployment and will face virtually the 
same stagnation which the capital gains tax has caused in 
reducing the flow of capital into the investment markets. 


QUESTION 3. What are your views on the undis- 
tributed profits tax? 


REPLY As applied to the ordinary industrial corporation 
(in distinction to financial or family holding companies 
where the distribution of profits is subject to entirely 
different considerations), the propriety of the undistributed 
profits tax is open to serious question. This tax makes 
absolutely no provision for the ebb and flow in the business 
tide or for the lean and fat years which constitute the 
business cycle. 

Let us take as an example the financial problems which 
confront many corporations now working on government 
war contracts. Even though they have not built new plants 
they are still faced with the necessity of sharply increas- 
ing their working capital. To increase production from 
one shift to four shifts results in greatly expanded in- 
ventories and accounts receivable. Many companies have 
in recent years followed the policy of paying out half their 
earnings in dividends and retaining the remaining half as 
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working capital. But, under the present Revenue Act and 
because of the great increase in volume which has fol- 
lowed war contracts, many companies are faced with the 
necessity of having to omit dividends in order to retain 
cash with which to finance their greatly enlarged activi- 
ties. This problem becomes progressively more serious as 
prices and wages continue to rise. 

Let us apply the experience of Great Britain to our own 
situation. Since Britain's entry into the war prices have 
advanced close to 60 per cent and are now beginning 
another upward spiral. Thus the average company requires 
for its operations, in order to carry the same given quantity 
of inventory, 60 per cent more in capital funds, With 
the current tax rates, with war profits over pre-war average 
earnings being taxed 100 per cent, many British cor- 
porations are hard pressed in raising this required new 
capital, They may have no choice except to curtail capital 
expenditures or eliminate the payments of dividends. Thus, 
the undistributed profits tax becomes, in effect, a pro- 
crustean bed which, in the endeavor to lay down one fixed 
rule for all types of business, creates many inequalities 
and hardships that completely defeat or offset its purpose. 


QUESTION 4. What in your opinion would be the 
most equitable corporation revenue 
plan? 

REPLY The probable continuance of the war until 1945 
or later, plus the unprecedented revenues required for 
America’s war budget, virtually necessitate the complete 
and thorough overhauling of our federal tax structure 
which, even a decade ago, was utterly obsolete. This is 
particularly true as to the present taxes upon corporations. 
Instead of the many existing taxes such as the capital stock 
tax, undistributed profits tax, social security tax, excess 
profits tax based on average earnings or capital investment 
methods of computation-—all highly involved and discour- 
aging to the small businessman—there should be substi- 
tuted some simple method of taxing the corporation. In 
the interpretation of present tax laws the rules and regula- 
tions of the Internal Revenue Department have become 
pitfalls for the unwary, and it requires the services of 
many specialists to avoid these. Even the experts are often 
bafled by the complexities of the existing statutes. 

Both the government and industry would be better 
served were a comparatively simple method adopted foi 
taxing corporations. All that is required is to ascertain, 
first of all, actual operating profits. On these profits Con- 
gtess should then levy two sets of taxes. The first would be 
a base corporation profits tax sufficient to meet the ordi- 
nary peacetime revenue requirements of the government. 
This would be supplemented by a war emergency tax of 
any percentage required to cover that part of this extra- 
ordinary budget which is to be met by taxation. 

For example, by way of illustration only, the normal 
base corporation profit tax might be 20 per cent. The 
additional war tax levied could be 30 or 40 per cent, thus 





taking arbitrarily 50 or 60 per cent of industry's total 
operating profits. The balance remaining must be sufficient 
to provide for the requirements of the business under war- 
time operating conditions and to pay at least a nominal 
dividend on the capital. 

Let us apply this kind of plan to a proposed war ex- 
penditure budget of $60 billion. Congress decides to meet 
this by levying $22 billion in taxes, with the balance cov- 
ered by deficit financing. The taxation part of this program 
might be divided as follows: 





COSPOEMtiOn CHES ......-.000se0snreressnenees $ 8.7 billion 
I  iadittecachcbcctennnsmysnieneneniics lias 
Individual income taxes ................ 4.6 

Social Security taxes ...........:::cccce 2.4 

Estate and gift taxes... 6 

i iissiciahiisecietcbindasttenniintenmmmanie $22.0 


Under this simplified plan of corporation taxation the 
confusion and the uncertainties which now exist as to 
what such taxes are to be in a given year would be 
eliminated. There would be no longer the necessity for 
setting up large reserves to meet tax contingencies. Sav- 
ings would be made in the extra help now required in 
the preparation of returns. Even more important is the fact 
that corporation income tax statements could be compiled 
within a reasonable time after the end of the year’s oper- 
ations. This simplified procedure would also make it 
easier for the public to understand exactly what business 
pays in the way of taxes, particularly that part of the 
war's costs which are now being assessed against industry. 
After the war is over and the necessary economic read- 
justments have been made, it is possible that the war tax 
might be progressively reduced, or ultimately be even 
completely liquidated. Under this plan taxes are what they 
are intended to be—a means of raising revenue instead 
of being instruments utilized to carry out social objectives 
and which often serve to weaken and undermine the 
private enterprise system. 

War needs are forcing a realistic rather than a mere 
political approach to the framing of revenue bills. The 
individual income tax is now being extended to a much 
broader base through the lowering of exemptions and the 
imposition of rates which, for the first time, reach the 
smaller income groups. Were every family to pay some 
tax, even though only a nominal sum, public consciousness 
of the cost of government—particularly the cost of war— 
would be correspondingly increased. The mere fact that 
every citizen paid at least something toward the defense 
of the nation at war would, at least in part, lessen the 
timidity with which Congress at present approaches the 
framing of tax bills. 


QUESTION 5. Should the Social Security tax be 
doubled? 

REPLY If, as seems likely, the war lasts until 1945, and 

if, as seems likely we are to have a rise in the price level 
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beyond that of 1939, and if, as seems likely, the federal 
debt will approach $250 billion in 1945, we will then 
be faced with an immutable financial fact. Regardless of 
statutory enactments or attempts at price control, the price 
level will inevitably be higher — how much higher not 
even the economists can now estimate. 


In such an eventuality both wages and prices of com- 
modities will be higher. It is thus conceivable that under 
such conditions the Social Security benefits to be paid at 
the age of 65 to workers in industry may be at a higher 
price level than prevailed when these workers were making 
payments into the Social Security fund. Should this be the 
trend of events, then it would seem wise for Congress to 
double the Social Security tax and to begin now to accumu- 
late the funds needed to compensate, at least partly, for 
the permanently increased price level likely to be witnessed 
in the post-war period. 

Here again, there are certain political pitfalls that must 
be avoided. Should Congress double the Social Security tax 
and justify the increased levy on a basis that the bene- 
ficiaries will have twice the benefits now provided, the 
results would be tragic indeed. There must be no disguise 
of the fact, as far as the people are concerned, that the 
Social Security reserve funds, so-called, do not now actually 
exist, or that the payments of such taxes levied on workers 
in industry is no different in effect from other taxes levied 
by the government to meet its current operating expenses. 
In other words, the government promises to pay to those 
who survive at the age of 65 and beyond, an old age 
benefit which is to be defrayed out of current taxes levied 
on all the people at that particular time. It is possible, 
however, that as a result of our present tremendous war 
expenditures and the rapid increases in the public debt, 
the nation may find itself in a position where the promises 
made to the beneficiaries of the Social Security system can- 
not be kept in their entirety. In a number of states where 
social security legislation has been passed this has already 
proved to be the case; in later years it has been simply 
impossible to raise sufficient taxes to meet more than a 
part of the Social Security benefits which had been ori- 
ginally promised. 

What Congress must keep clearly in mind if national 
solvency is to be maintained is that there is a point be- 
yond which taxes cannot be raised except at the risk of 
destroying the private enterprise system. We must face 
the fact that additional taxes can and will be levied each 
year that the war continues until we finally arrive at a 
cumulative figure beyond anything that this country has 
ever dreamed of. For example, the maximum taxes raised 
in any one year during the first World War did not ex- 
ceed $6 billion. World War II is, as far as America is 
concerned, only a few months old and yet the present tax 
bill seeks to raise nearly $18 billion! In the next two 
years, should equitable tax principles be established and 
explained to the public now, it might be possible to pro- 


duce still an additional $4 billion and then a further $4 
billion until a total of $30 billion in taxes is being raised. 
These figures, of course, are predicated on a national 
income which will reach $120 billion, of which probably 
half, or $60 billion, will be utilized in ordinary govern- 
mental and war expenditures. In addition to this, state 
and local expenditures consume a further $10 billion 
annually which must be added to federal requirements. 
Inevitably, such expenditures will call for the most drastic 
reductions in our standard of living and involve very real 
sacrifices for the majority of the American people. 


QUESTION 6. Should interest paid be deductible for 
income tax purposes? 

REPLY Among the ideas still in the discussion stage in 
congressional circles is the proposal which would limit 
the amount of interest that is deductible for tax purposes. 
This rests upon a patent economic fallacy. Nothing could 
be more dangerous to the dynamics of the private enter- 
prise system than to thus penalize the incurment of debt 
for the conduct of business. 

Here again it should be pointed out that the large cor- 
poration nowadays seldom needs to borrow or use its 
credit. It is today usually a lender in the capital market. 
Small business, on the other hand, is constantly complain- 
ing of its inability to obtain necessary credit. Should in- 
terest on borrowings deductible for income tax purposes be 
limited to the proposed $500, a drastic blow would be 
dealt to the entire business structure. Not only would un- 
employment be greatly aggravated, particularly in the 
smaller units of industry, but actually big business would 
again be benefited at the expense of small business. 

Not only should Congress continue to permit the de- 
duction of interest paid but it should liberalize the present 
law to allow deductions, at least in part, for debt amor- 
tization. In other words, people should not be penalized 
for contracting debt but they should be encouraged to 
get out of debt. 


QUESTION 7. In the light of the tremendous burden 

of taxation that Congress is going to 
have to place on the people of this country, should not 
every possible nondefense expenditure be eliminated? 
REPLY There can be no mistaking the attitude of the 
American public on this question. Here again the many 
political subsidies now being paid out of the taxpayer's 
pocketbook must yield to hard realities. The American 
people are willing to go the limit in paying for this war 
but they are growing increasingly impatient at having their 
hard-earned savings frittered away in waste and for un- 
necessary nondefense expenditures. The broad public re- 
sponse to the report of the Joint Committee headed by 
Senator Byrd, indicating that from $114 to $2 billion 
can be saved in nondefense expenditures, cannot be lishtly 
disregarded by Congress. The public’s temper is clearly 
indicated by its reaction to and condemnation of the 
voting of pensions to members of Congress. 
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